Resumo
the components of Economic Freedom, Income and Growth
The relationship between economic freedom and growth has been studied and debated by economists since Adam Smith. It has been generally argued that free economies will be more productive. Economic freedom is considered to be the ultimate incentive for the optimal use of scarce resources, by creating a favorable environment for healthy competitiveness and stimulating human creativity. In a free private market, individuals have the freedom to choose what to consume, to produce, and to give. The invisible hand leads free economic agents to pursue their own interests and voluntarily cooperate with others. (Smith, 1776) .
All the beliefs discussed above sound very reasonable and seem to be widely accepted among economists. But the empirical evidence to support such convictions has been largely ambiguous and incomplete until very recently. The debate on this question has evolved to more unambiguous grounds only recently, with the development of sophisticated standard measures of economic freedom for a large number of economies. Although many recent works have shown a consistent positive correlation between economic growth and overall economic freedom indices, the literature still lacks enough evidence on which aspects of economic freedom mostly contribute to economic expansion. The present work seeks to shed more light on this question in order to identify which elements of economic freedom are more relevant. This paper is divided into 4 sections. Section 1 reviews the literature. Section 2 discusses economic freedom measurement and describes the data. In section 3, we present the augmented Solow growth model which is the theoretical background behind our subsequent analysis on the impact of the disaggregated factors which constitute the elements of economic freedom on growth. Moreover, we perform a Granger-causality test to properly assess where the main causality direction runs from. Finally, we conclude.
lItERatuRE
Economists believe that economic freedom will enhance growth and development through many different ways. Gwartney and Lawson (2004) highlight the importance of three of them: competition, entrepreneurship and investment. Competitive markets will allow free entry for new business firms. The only firms that will survive are the ones which are able to provide costumers with quality products at low costs. As a result of this system, we can expect a higher level of output using a reduced and optimal amount of input. Entrepreneurial discovery is highly stimulated in free economies, creating a continuous process of experimentation and discovery which is a Est. econ., são Paulo, 37(3) : 515-545, jul-set 2007 powerful force for economic progress. Finally, economic theory indicates that private investment will tend to flow toward economic environments that are more attractive for productive activities. Free economies will attract more investment, which in turn will promote economic growth. On the other hand, high taxes, excessive regulation, biased enforcement of contracts, lack of legal recourse, insecure property rights, and monetary instability will deter both investment and growth.
Research has shown a positive relationship between economic freedom and growth. As one would expect, the better property rights are protected, the more of their incomes individuals get to keep, and the fewer restrictions placed on entrepreneurial activity, the more growth-producing economic activity takes place. Indeed, using both EFN and HF indices, Norton (1998) finds that better specified property rights are associated with higher levels of human development and have a strong influence on the well-being of the world's most impoverished people. Using the Economic Freedom index produced by the Frasier Institute (also used by the present study), Ayal and Karras (1998) show that aggregate economic freedom appears to enhance growth both via increasing total factor productivity and via enhancing capital accumulation. On the other hand, de Haan and Siermann (1998) find that the link between freedom and growth depends upon the freedom measure used, and that capital accumulation is not significantly related to economic freedom. Easton and Walker (1997) show that improvements on economic freedom have impact of great magnitude on steady-state income levels. Other interesting finding is that greater economic freedom enhances quality of life both across nations and increases the improvements in quality of life over time. (Esposto and Zaleski, 1999) .
Some economists have also theorized that the more economic growth there is, the less equal the income distribution is -suggesting a conflict between growth and equality. Researchers traditionally assume greater equality is achieved through growth-reducing taxes and regulations, and the redistribution of income after it is produced. The economist Niclas Berggren (1999) looked at the problem differently, by investigating the relationship between economic freedom and equality. Berggren, comparing the EFN Index to recent data on income distribution in 102 countries, he concluded that to achieve economic growth and equality, policy-makers should steadily increase economic freedom over time. This result was not only true for developed, higher-income countries, but was especially true for low-income, less-developed countries. Even, the higher level of equality came primarily through faster growth in the gross incomes of poor people than in the incomes of rich people, on average. the components of Economic Freedom, Income and Growth
EconoMIc FREEDoM anD Data DEscRIPtIon
In the early 1990's, a lot of effort was put into the attempt to design a reliable measure of economic freedom. Many leading economic scholars including Nobel laureates Milton Friedman, Douglass North and Gary Becker, turned to this matter and made absolutely essential contributions to the area. All this hard work culminated shortly after with the establishment of several objective indices of economic freedom, highlighting the Economic Freedom Network Index (EFNI), produced by the Frasier Institute, and the Heritage Foundation's Index (HFI). Both the EFNI and HFI attempt to obtain an overall economic freedom ranking for each country during a particular year based on raw scores on a variety of factors relevant to economic freedom. They follow a similar procedure that contains the following elements: defining economic freedom; selecting component variables; rating component variables; combining component ratings into the final overall rankings of economic freedom.
There have been serious attempts to compare both indices available in the recent literature. The two indices share some similarities and some differences in their methods of measuring economic freedom. Wu and Davis (2005) investigated whether the different methods would lead to differences in their final ratings of economic freedom. To statistically compare the two indices, they compile a data set which includes 238 country-years in 1995 and 1999. Results clearly demonstrate a pattern in which observations classified as economically freer in the HFI are also classified as economically freer in the EFNI. The numbers indicate that both indices are highly correlated. They further explore the relationship between the two indices by testing the null hypothesis of independence between the two categorical variables. The Pearson chi-squared statistic is 218.43 which yields a P-value less than 0.0001, and the likelihood-ratio chi-squared statistic is 197.49 with a P-value less than 0.0001. Authors conclude that there is very strong evidence of association between these two measures.
The two indices differ significantly in ways in which they rate on components of economic freedom. The HFI uses a five-level grading scale to determine scores for each factor based on information collected on pertinent factor variables. However, not all factor variables are individually graded. Therefore, raw data on factor variables are combined into factor grades in a relatively subjective way. There are no explicit formulas for summarizing information on factor variables into factor grades. The EFNI directly assigns scores to all component variables on a 0-to-10 scale. For continuous component variables, this index applies explicit and fixed formulas to convert original data on component variables into scores. For categorical component variables, subjective judgments are applied to obtain scores. Areas of economic freedom in the EFNI are rated solely on the scores of pertinent component variables. In comparison, scores on the factors in the HFI seem to be obtained in a more subjective way than scores on areas in the EFNI.
Another point in which the two indices differ is their weighting schemes for combining component ratings into their final overall rankings of economic freedom. According to Wu and Davis (1999) , while the HFI simply weights factor ratings equally, the EFNI uses principle component analysis to construct weights for each component variables in calculating the final scores of economic freedom in order to allow one to obtain a measure of economic freedom which is statistically objective in the sense that the final ratings of economic freedom are directly derived from the data of component variables. The method suits well for the exercise of measuring economic freedom since the final overall scores of economic freedom are derived from components that are assumed to reflect some aspects of the concept of economic freedom. The weights are based on the principal component that explains the maximum variations in the original data of component variables among all standardized linear combinations of the original data.
Given all the information cited above, we believe that the EFNI is the best index available and that it provides a reliable measure of cross-country differences in economic freedom, so we decide to use this index in our present work. However, measuring economic freedom is still a work in progress and constructing an ideal objective measure does not seem to be a very realistic task. Some components of economic freedom have proven particularly difficult to measure because it was practically impossible to obtain the required data for a large number of countries or, in other cases, potential variables were omitted because their nature virtually precluded objective measurement. It is particularly difficult to quantify the impact of regulation objectively. Nonetheless, restrictive regulations can exert an important influence on the degree of economic freedom present in a country.
The concept of Economic Freedom adopted here is consequently the one defined by the Economic Freedom of the World network, as it is given in its 2004 Annual Report. We consider as the key ingredients of economic freedom the following: personal choice, voluntary exchange, freedom to compete, and protection of person and property. Institutions and policies are consistent with economic freedom when they provide an infrastructure for voluntary exchange and protect individuals and their property from aggressors seeking to use violence, coercion, and fraud to seize things that do not belong to them. Governments promote economic freedom when they provide a legal structure and a law enforcement system that protect the property rights of owners and enforce contracts in an effective manner. They also enhance economic freedom when they facilitate access to sound money. (Gwartney, James and Lawson, 2004) . On the other hand, governments concerned with economic freedom should refrain the components of Economic Freedom, Income and Growth from actions that interfere with it. For instance when taxes, government expenditures, and regulations are substitutes for personal choice, voluntary exchange, and market coordination, the result is a reduction on economic freedom. It may also be damaged by restrictions that limit entry into occupations and business activities.
All the findings discussed in section 1 are result of serious efforts from investigators trying to better understand how economic freedom contributes to economic development. We cannot deny the importance and all the insight that all these studies have given us all. But most of this work has been done using only the indices available, ignoring the different components of economic freedom. The methodology adopted for calculating the EFN index condenses too much diverse information into one single summary number and that could lead one to jump to incorrect conclusions. An uninformed investigator that treated economic freedom as a one-dimension homogenous piece of information when analyzing cross-country data could make imprecise affirmatives concerning the relationship between economic freedom and income.
On Table 1 , we find how the EFN index is compound of five different areas (size of government, legal structure and security of property rights, access to sound money, freedom to trade internationally and regulation of markets) and 21 sub-areas. We strongly believe that these areas and sub-areas have very distinguished nature and there is nothing we can think of that could make us believe that they somehow should present a combined behavior, that is, there is no reason for us to assume that these factors should be treated jointly as an aggregate. Suppose, for instance, we were investigating the relationship between economic freedom as a whole and growth and we find that it is positive and significant. Is it sensible to just conclude that countries with small-sized governments should grow faster? Is it not also possible that economic growth induces reductions on the size of governments? Even, can it not be the case in which growth potential increases with low government consumption but lowers with low public investment? These are just a sample of all the problems and doubts that might arise when leading such kind of study. Our data on economic freedom is available for 114 countries and for the years 1970, 1975, 1980, 1985, 1990, 1995 and 2000. The data on economic growth, GDP, population growth and investment rate was taken from the Penn World Tables version 6. 1. The first consists on the average real 1 GDP per capita rate of growth (constant prices: Chain series) for five-year periods from 1970-2000 to be compatible with the available economic freedom data. GDP is also real product per capita (Constant Prices: Chain series). Population growth consists on the average rate of growth for five-year periods from 1970-2000. Investment rate is the investment share in Real GDP % in 1996 constant prices. Finally, the data on schooling is the gross enrollment ratio in secondary school, taken from the UNESCO Database.
Graph 1 show us that there is a positive association between Economic Freedom and GDP per capita, Investment/GDP ratio, economic growth and investment in human capital, with schooling as proxy. For instance, the countries on the top EFN index quintile present an average GDP per capita growth rate of 2,25% for the period 1995-2000, while the bottom quintile present a negative average growth rate of -0,79%. We can also observe that the GDP per capita (1996 US$) of the top quintile is above US$23.000, while the bottom quintile presents income per capita level merely over US$3.000. It also indicates that economic freedom, besides fostering economic growth on its own, might also enhances economic progress through another channel, that is, by stimulating capital accumulation, leading to a higher steady-state level of output. Indeed, we can also observe that the average Investment/GDP ratio of the top quintile is above 22%, while for the bottom quintile this ratio level is below 10%. To investigate the existence of such a channel, we look at correlation between the twenty-one subcomponents of economic freedom and the investment/GDP ratio. The results are presented in Table 3 (appendix). With a three exceptions (government consumption, transfers and subsidies and marginal income tax rate), the estimated correlations are positive. In particular, the investment rate is shown to be high when the intellectual property is protected, there is no military interference in the rule of law, there is access to sound money, legal system is upright and taxes on international trade are low. 
GRoWtH MoDEl anD EMPIRIcal stRatEGY
In this paper, we plan to understand which role economic freedom and its components play on growth. To study this matter, we present in this section a simple version of the standard neoclassical growth model with labor augmenting technical progress. This model will be the theoretical framework adopted here that will support and give solid grounds to our analysis.
Suppose the economy's aggregate production function is
where K stands for total capital input, L for total labor input and A is a shift factor, where A > 0 and ∂F/∂Α > 0. To simplify our exposition, we can actually think of AL as the amount of effective labor (i.e. labor units L multiplied by the technical shift factor A). So, output grows due not only to increases in capital and labor units (K and L), but also by increasing the effectiveness of each labor unit (A). Notice also that while the real rate of return on capital remains r = F K , but the real wage is now w = A . (∂ . ∂ F . /∂ A·L)] = A·F AL .
Dividing (1) by AL and rearranging terms, we have:
are the output-effective labor ratio and capital-effective labor ratio, respectively. Now, suppose that the physical labor units, L, grow at the population growth rate n (g L = n), the technical shift factor A grows at the rate θ (g A = θ), s is the savings (and investment) rate, d is the depreciation rate of capital and y 0 the initial level of output. Effective labor grows at rate g AL = g A + g L = n + θ. For steady-state growth, capital must grow at the same rate as effective labor grows, in order to keep K/AL constant, then, in steady-state, g K = n + θ.
While all the steady-state ratios -output per effective capita (y ss ), consumption per effective capita (c ss ) and capital per effective capita (k ss ) -are constant, this is not informative of the welfare of the economy. It is real people -and not effective people -that receive the income and consume. In other words, to assess the welfare of the economy, we want to look at output and consumption per physical labor unit. Now, the physical population L is only growing at the rate n, but output and consumption are growing at rate n + θ. Consequently, output per person, y ss and c ss are growing at the steady rate θ, the rate of technical progress. Thus, in the steady-state situation, output per person growth is determined by technological progress.
Equations (3b) and (4b) imply that, under the hypothesis we have made, economic freedom must have significantly positive effects on economic growth and the steady-state level of output when we control for the effects of initial income, investment rate and population growth rate. The functional form of these equations is another issue that is important to consider. It can to a certain extent be determined by using econometric tests, but should as far as possible be based on economic theory. It is not evident that the relation between economic freedom and growth is linear and the appropriate specification may differ among categories. For example, there could be diminishing returns in the relation between the size of government and growth. Moreover, a certain economic freedom category may only have a small effect on growth at low degrees of freedom, but a large effect at high degrees of freedom, or only have an effect if a critical level of freedom is reached. For example, increasing access to sound money from a very low level might not have an impact on the agents in the economy since their trust in the government, based on previous behavior, is still low. For simplicity, we estimate linear versions of (3b) and (4b), testing for several the components of Economic Freedom, Income and Growth components of economic freedom, but we would like to stress that further research into the functional form of the model is needed.
Empirical analysis
That economic freedom spurs economic growth by unleashing individual dynamism and improving productivity is hardly questionable. The matter here is to determine empirically which aspects of economic freedom mostly contribute to economic expansion and thereby to point out the issues which should have priority on the political effort to foster freedom. We believe that economic freedom is a very wide concept and we find that the synthesis of data on the index construction, although very useful, causes loss of relevant information. Thus, in this section we present a more specific kind of empirical analysis that treats more in detail this issue.
We estimate equations (3b) and (4b) assuming that the rates of saving and population growth are independent of country-specific factors shifting the production function (A), therefore, we can estimates both equations with pooled ordinary least squares (POLS). Table 4 (appendix) presents a number of linear specifications of equation (3b). We begin with specification (i) which ignores the economic freedom term and estimates a standard growth regression. The results from this specification are consistent with the implications of the neoclassical model. Because of conditional convergence, per capita income at the beginning of the period (1970) has a negative and statistically significant sign: ceteris paribus, countries that start poorer grow faster. The investment rate, human capital and population growth variables also have the expected signs (positive, positive and negative, respectively) and both are statistically significant. Table 4 , we successively include in the regression each of the twenty-one sub-components of the economic freedom index. Firstly, we find that the estimated coefficients and statistical significance of investment rate and income in 1970 are robust to the inclusion of the new variables and continue to be as predicted by the neoclassical model (population growth is somewhat less robust and becomes statistically insignificant in several cases). Second, the estimated coefficients of all the economic freedom variables have the expected sign (positive), although they are not all significantly different from zero. In particular, the empirical results enable us to identify fourteen components of economic freedom which have had statistically significant positive effects on growth, when one controls for the effects of initial income, the investment rate, human capital and the population growth rate. Constants not reported. * significant at 95%. **significant at 99%.
In specifications (ii)-(xxiii) of
The finds in Table 4 show us that productivity (A) is enhanced when (i) government consumption is small compared to total consumption, (ii) transfer and subsidies are kept low, (iii) public sector responds for a low share of total investments, (iv) judiciary is independent, (v) courts are impartial and can be trusted, (vi) intellectual property is protected, (vii) there is no military interference in the political process, (viii) money growth is kept close to real GDP growth, (ix) low standard inflation variability in the last five years (x) low recent inflation levels, (xi) trade barriers are small and clear, (xii) official exchange rate is near black-market rate, (xiii) credit market is less regulated and (xiv) business and prices are less regulated. Surprisingly, marginal tax rate, integrity of legal system, freedom to own foreign currencies, taxes on international trade, size of international trade sector, foreign capital control and labor market regulations did not present statistically significant coefficients.
We obtain very similar results when we estimate a number of linear specifications of equation (4b), using the logarithm of the 2000 per capita income as a proxy for the steady state. Specification (i) once again ignores the economic freedom terms. Because of persistence, per capita income at the beginning of the period (1970) has a large positive effect on current income and it is statistically significant: ceteris paribus, countries that were rich in 1970 continue to be rich in 2000. The investment rate and population growth variables also have the expected signs (positive and negative, respectively) and both are (almost in every case) statistically significant. Table 4 , specifications (ii)-(xxiii) of Table 5 successively include in the regression each of the twenty one economic freedom variables. The estimated coefficients and statistical significance of the three first variables are even more robust to the inclusion of the economic freedom variables then for equation (4a). All specifications show very high adjusted goodness-to-fit R 2 measure, never lower than 0,87. Also, the estimated coefficients of all the economic freedom variables have the expected positive sign, and thirteen of them are significantly different from zero. We also note that the list of statistically significant economic freedom components is similar to the one produced by Table 4 . The difference appears basically in the coefficient of government consumption, transfer and subsidies, military interference in the rule of law and difference between official exchange rate and black-market rate. These coefficients cease to be statistically significant. On the other hand, the coefficient for labor market regulation becomes significant to explain steady-state income level. Constants not reported. * significant at 95%. **significant at 99%. the components of Economic Freedom, Income and Growth
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Granger-causality
Clive Granger (1980) proposes the following definition of causality: a (time series) variable a causes B, if the expected value of B conditional on its own past history and the past history of a does not equal the probability of B conditional on its own past history alone. More formally, we say that A Granger causes B if
where I t-1 contains past information on A and B, and J t-1 contains only information on past A. This definition, in the econometric literature referred to as Granger-causality, has been extensively applied in econometrics because it has the advantage, as it has been emphasized by Granger himself, to be operational.
We now perform tests for Granger-causal relationships between economic freedom and growth using several different equations. The first group of equations are used to test for unilateral Granger causality of the level of economic growth, that is, they allow for tests to determine if economic freedom Granger-causes economic growth. Those relationships are examined in time t for country i using growth (average real GDP per capita rate of growth) and EF a for A = 1, 2 ,…, 21, representing the 21 sub-areas that form the EFN Index, as a measure of the different components of economic freedom:
(1)
where υ t is assumed to be a white noise term and growth t-k and EF A t-j are lagged values. The number of lagged values (K and J) is chosen by the investigator. To conduct the Granger-causality test, all the regression equations above are estimated and followed by an F-test in order to test the null hypothesis that θ Aj = 0 for J = 1, 2,...J. A rejection of the null hypothesis implies that the relevant measure of economic freedom (EF A ) Granger-causes economic growth. Equation (1) is used to control for the information contained in lagged values of the dependent variable while equations (2) - (22), which are extensions of equation (1), also include the information contained in lagged values of the sub-areas of economic freedom. In these equations, θ Aj for j = 1,2, …, J are interpreted as the absolute change in the rate of growth that results from a previous one-unit change in the measures of economic freedom. If equation (2), for example, makes a significant contribution to the explanation of growth over and above equation (1), this would mean that prior levels of EF 1 are significantly related to the current level of economic growth, leading us to the conclusion that EF 1 Granger-causes growth (same applies for all other equations).
Symmetrically, the next group of equations are used to test for unilateral Granger causality of economic freedom, that is, they allow for tests to determine if economic growth Granger-causes economic freedom. Finally, we shall also analyze and compare the results from the unilateral tests shown in equations (1) 
through (64). For example, if EF
1 is shown to Granger-cause growth using results from the first two equations and growth is shown to Granger-cause EF using the information provided in equations (23) and (44), the conclusion would be that the two are bilaterally related or jointly determined. Similar information can also be drawn for other possible bilateral relationships shown in the specified equations.
Dummy variables for all countries were included when estimating each of the specified regression equations to help control for country-specific information. This is necessary because our data set includes a limited number of time-series observations from a large number of countries and when these are pooled to capture and exploit the time-series properties of all countries together in an effort to explore for causal relationships, there is a risk that cross-country differences may be so significant as to overwhelm any time-series information that is available in the data, biasing the results and providing an inaccurate picture of any ''true'' relationship that may exist among the variables being studied. 3 These dummies do not have their parameter estimates shown in the tables so that attention can be focused on the parameters that are pertinent for testing.
The ordinary least-squares parameter estimates for equations to test if Granger causality does run unilaterally from economic freedom to growth are shown in Tables 6. a priori, it is expected that, if a significant relationship is found to exist among any of the variables being studied, it should be positive. We begin with specification (i) which ignores all economic freedom terms and estimates a simple regression of growth on its lagged value growth t-1 . The results from this specification are consistent with the implications of the neoclassical model. Because of conditional convergence, current economic growth is has a negative and statistically significant relationship with lagged growth. When we also include a twice lagged variable of economic growth, both coefficients appear to be negative and significant (results not shown).
In specifications (ii)-(xix) of Table 6 , we successively include in the regression almost every one of the twenty-one sub-components of the economic freedom index (some of them have not been tested due to lack of data availability). Firstly, we find that the estimated coefficients and statistical significance of growth t-1 are robust to the inclusion of the new variables. Second, the estimated coefficients that are statistically significant have the expected sign (positive). In particular, the empirical results enable us to identify which components of economic freedom past values have had statistically significant positive effects on current rate of growth, when one controls for the lagged growth. Firstly, all F-statistics are statistically significant at 99 percent level.
On the other hand, the t-statistics are only significant for government consumption (area1a), public investment (area1c), growth of money supply (area3a), recent inflation (area3c), freedom to trade internationally (area4), regulation on credit market (area5a) and on business market (area5c). That is, the rate of economic growth should be higher in the future in countries where, ceteris paribus, government consumption expenditure is kept low, investment is primarily made by private agents, growth of money supply is kept near to the growth of per capita income, recent inflation is low, people are free to trade with the rest of the world and credit and business markets are deregulated.
All sub-areas under 2 -legal structure and security of Property Rights have not been tested due to missing data (same applies for area 4b). We do test the coefficient for area 2 as a whole, but it fails to be significant at 95 percent. This result could come to us as a shock as we would suppose that a sound legal structure and good protection of property rights should spur growth on a large scale. Unfortunately, given the methodology used in this study, the limited amount of available data is not sufficient to adequately explore for that possibility. And even if there was more data available, the difficulty to measure accurately legal institutional framework would represent an extra obstacle for the objective measurement of that area of economic freedom.
Although not a single sub-area of area 4 -Freedom to trade internationally shows significant coefficients, the coefficient for area 4 itself is positive and highly significant, suggesting that freedom to trade internationally does indeed enhance economic growth (this fact does not seem to be troublesome because all items under area 4 seem to be related and do not appear to influence growth on different directions).
On These results indicate that economic growth, although enhanced by freer economic environments, act as an obstacle for further expansions of economic freedom. Economic expansion seems to Granger-cause a more than proportional raise on government transfers and subsidies and on tax rate. We do not have a clear insight on why this should be, but we do suspect that it is related to the idea that governments might tend to try to correct the bad side of a perhaps unfair economic growth by transferring resources to low-income fractions of the population that are not enjoying the benefits from this growth. This could also explain higher top marginal tax rate, because governments worried about equality would try to take larger portions of income from the wealthy to raise fund for higher transfers and subsidies. This could be particular true for social-democrat nations. The results also tell us that past economic growth is related to current loss of freedom to trade internationally. This finding goes against our intuition that fast-growing countries would seek to open their economy trying to have access to larger markets, because of their also growing competitiveness and productivity. On the other hand, we should consider the possibility that economic growth strengthens the power of some pressure groups, and these groups could on their turn exercise their lobby power in order to annulate international competition.
Finally, the only sub-area of economic freedom that appears to have bilateral relationship with growth is the freedom to trade internationally. While more open economies appear to show higher rates of economic expansion, growth tends to minimize this effect by negatively influencing the extent to which countries are free to trade with others.
conclusIon anD suGGEstIons on PolIcY
The findings presented here indicate that adoption and maintenance of institutions and policies consistent with economic freedom are vitally important for the achievement of prosperity. Countries with more economic freedom attract more investment and achieve greater productivity from their resources. As a result, they grow more rapidly and achieve higher income levels. In contrast, countries stagnate when their institutions stifle trade and erode the incentive to engage in productive activities. Provision of institutions supportive of economic freedom is the key to the growth process. Countries with low initial levels of income, in particular, are able to grow rapidly and move up the income ladder when their policies are supportive of economic freedom.
The results reported above are very supportive of the proposition that economic freedom enhances growth both via increasing total factor productivity and via enhancing capital accumulation. We expect this finding to be neither surprising nor controversial. What we consider to be the primary contribution of this paper to the literature is the identification of the sub-components of economic freedom which are shown to be statistically significantly correlated with growth. These are (i) small government consumption, (ii) low transfer and subsidies, (iii) public sector responding for a low share of total investments, (iv) independent judiciary, (v) impartial and reliable courts, (vi) protected intellectual property, (vii) no military interference in the political process, (viii) money growth kept close to real GDP growth, (ix) low standard inflation variability in the last five years (x) low recent inflation levels, (xi) small and clear trade barriers, (xii) official exchange rate near black-market rate, (xiii) less regulated credit market and (xiv) less regulated business markets.
We believe these findings are more useful than results which rely on aggregate or composite indices of economic freedom. While earlier research has shown economic freedom "as a whole" to be statistically significantly correlated with growth, our results show that this may be due to the effects of only some of the underlying components of economic freedom. An additional benefit of our analysis is that it can be used to offer more specific policy suggestions. Instead of much of the existing literature's vague recommendation of "enhancing economic freedom," our results have identified particular elements, cultivation of which is likely to promote capital accumulation and growth.
Still, however, a number of unresolved questions remain. For example, we are surprised that some of the variables (such as the marginal tax rate and foreign capital control) were not statistically significant. We suspect that this may reflect lack of
